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AUDIT RISK
ALERTS

Casino Industry
Developments—1992
Update to AICPA Audit and Accounting Guide
Audits of Casinos

NOTICE TO READERS
This audit risk alert is intended to provide auditors of financial statements of
casinos with an overview of recent economic, industry regulatory and profes
sional developments that may affect the audits they perform. This document
has been prepared by the AICPA. staff. It has not been approved, disapproved,
or otherwise acted upon by a senior technical committee of the AICPA.
Gerard L. Yarnall
Director, Audit and Accounting Guides
Rosemary M. Reilly
Technical Manager, Audit and Accounting Guides
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Casino Industry
Developments—1992
Industry and Economic Developments
The casino industry has proved to be resilient, even in the current
economic climate. The results vary greatly from casino to casino, though
virtually all seem to have improved compared to 1991. The Atlantic City
casino industry is m aking a slow recovery from several years of low profits.
In May 1992, the state legislature approved further changes to promote
gaming revenues in Atlantic City Under the package, which was signed by
Governor Florio, the Casino Control Commission (CCC) can perm it 24hour gaming virtually year-round and can also sanction table games, such
as poker and keno, without legislative approval. In 1992, the CCC eased the
requirement lim iting the amount of floor space devoted to slot machines,
allowing more profitable "one-armed-bandits" in place of less profitable
table games. Southern Nevada has absorbed the new capacity that was
added in 1989 and 1990 and now expects that current construction w ill be
completed in 1993. It seems that not even a weak economy and increased
out-of-state competition can stop Las Vegas from adding casinos. Currently
some $2 billion is being spent on new casino projects, expansions, and
renovations due to open over the next 18 months.
Other states have promoted games of chance since New Jersey made
Atlantic City the m ain rival to Las Vegas in 1978. Gambling riverboats now
ply waterways throughout the nation's heartland, and scores of Indian
tribes have begun running gambling halls on their lands. State lotteries are
seeking to expand by offering video-lottery term inals, sim ilar to casinostyle video games. New Orleans has already voted to allow casino gam
bling as a new source of tax revenue, and Chicago is considering doing the
same. The trend should prove to be favorable to companies that sell gaming
equipment. It may also prove to be advantageous to casinos with the
expertise and financial ability to expand into these new markets.

Regulatory Developments
Some states have recently passed regulations that allow the states to
select auditors of casinos in their jurisdiction. This may affect auditors of
casinos who are parent com panies of casinos (or who have divisions,
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branches, or components) in states that appoint auditors for casinos in their
ju risd iction. Auditors of these (parent) casinos m ust use judgm ent in
deciding (1) whether they may serve as principal auditor and use the work
of appointed auditors who have audited the financial statements of one or
more subsidiaries, divisions, branches, or com ponents included in the
financial statements presented, and (2) the form and content of the principal
auditor's report in these circumstances. Auditors in this situation should
follow the guidance in AICPA Professional Standards, AU section 543, "Part
of Audit Performed by Other Auditors."
Bank Secrecy A ct
Casinos should be m indful that the Bank Secrecy Act, which includes
stringent reporting and record-keeping requirements, applies to them. Fail
ure to comply with the provisions of the act may result in the assessment of
severe penalties against casinos. The act was instituted to discourage the
use of currency in illegal transactions and to identify unusual or question
able transactions that could aid in crim inal, tax, and other regulatory
investigations. The government is vigorously enforcing the act, and casinos
need to closely review their compliance with its reporting and record
keeping requirements. Auditors facing questions pertaining to the Bank
Secrecy Act should follow the guidance in SAS No. 54, Illegal Acts by Clients.

Audit Issues and Developments
Going-Concern Issues
Due to the current sluggish economy increased com petition, and heavy
debt burdens, som e casinos may be unable to m eet their obligations as
th ey becom e due and are con sid erin g such op tion s as su b stan tial
disposition of assets, restructuring of debt, and even dissolution. The new
projects in Las Vegas are likely to put even greater pressures on the city's
older, less glam orous casinos. In the past three years, at least a dozen Las
Vegas casinos have closed or entered bankruptcy proceedings. Many
casino executives expect this trend to continue. Such conditions should
prompt auditors to carefully consider the provisions of Statement on
Auditing Standards (SAS) No. 59, T he Auditor's C onsideration o f an Entity's
A bility to Continue as a Going Concern. SAS No. 59 requires auditors to
evaluate, based on the results of audit procedures perform ed, whether
there is su bstan tial doubt about an en tity 's a b ility to continue as a
going concern.
Specifically auditors of casinos should consider items such as—
• The ability of casinos that have borrowed heavily in the past to meet
debt-service obligations.
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• Management's plans to dispose of assets to address overcapacity or to
generate funds needed for operating purposes.
• The ability of casinos to generate the player traffic necessary to support
the capacity generated by the industry
• The dilution of competent or experienced management resulting from
the spread of legalized gambling.
Going concern problems are discussed in detail in Audit Risk A lert-1992.

The Confirmation Process
Confirmation of balances is generally an important procedure in audit
ing the financial statements of casinos. In November 1991, the AICPA's
Auditing Standards Board (ASB) issued SAS No. 67, The Confirm ation
Process, which provides guidance on the confirmation process in audits
performed in accordance with generally accepted auditing standards. It
defines the confirmation process, discusses the relationship of confirma
tion procedures to the auditor's assessment of audit risk, describes certain
factors that affect the reliability of confirmations, and provides guidance on
performing alternative procedures when responses are not received and on
evaluating results of confirmation procedures. SAS No. 67 specifically
addresses the confirmation of accounts receivable and explicitly prohibits
the use of negative confirmation requests when control risk is assessed at
the maximum level. SAS No. 67 is effective for audits of fiscal periods
ending after June 15,1992. Audit Risk Alert—1992 includes further discussion
of SAS No. 67

Internal Control
The internal control structure over the financial reporting of casinos is
generally a critical audit consideration. The casino industry operates in a
cash environment characterized by a large number of transactions. Gaming
operations are subject to a greater than normal risk of loss caused by
employee or customer dishonesty because (1) it is not practical to record all
individual table game transactions, (2) cash receipts or equivalents are not
recorded until they are removed from the drop boxes and counted, and (3)
the revenues produced are not from the sale of products or services that are
readily measurable. For that reason, auditors should pay particular atten
tion to the control environment of casinos and to the design of their
auditing procedures (especially tests of controls). Particular emphasis may
be placed on observation tests of a casino's operations.
The ASB has exposed for comment a proposed Statement on Standards
for Attestation Engagements (SSAE), Reporting on an Entity's Internal Control
Structure Over Financial Reporting. This statement, which would supersede
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SAS No. 30, Reporting on Internal Accounting Control, addresses engagements
in which a CPA examines and reports on management's written assertion
about the effectiveness of an entity's internal control structure for financial
reporting. A final statement is expected to be issued in the first quarter of
1993.

Computer Processing
Many casinos have implemented complex computer systems to process
their significant accounting information. Auditors of casinos with such
computer processing systems should follow the guidance of SAS No. 48, The
Effects of Computer Processing on the Audit of Financial Statements, which
amends SAS No. 22, Planning and Supervision.

COSO Report on Internal Control
In September 1992, the Committee of Sponsoring Organizations (COSO)
of the Treadway Commission issued its report Internal Control-Integrated
Framework. The report defines internal control and its elements, provides
tools for assessing internal controls, and addresses management's report
ing on internal controls over financial reporting.
The full report consists of four volumes: "Executive Summary" provides
a high-level overview; "Framework" defines internal control and describes
its various components; "Reporting to External Parties" provides guidance
to entities that report publicly on internal control over preparation of their
published financial statements; and "Evaluation Tools" provides material to
help in evaluating an internal control system.
The four-volume set (No. 990002CL) costs $50; the "Executive Sum
mary" (No. 990001CL) is available individually for $3. Prices do not include
shipping and handling. To obtain either item, contact the AICPA Order
Department (see order information on page 11).

Competence of Management
SAS No. 55, Consideration of the Internal Control Structure in a Financial
Statement Audit, states that, in all audits, the auditor should obtain a suffi
cient understanding of an entity's internal control structure: the control
environment, the accounting system, and control procedures. The control
environment reflects the overall attitude, awareness, and actions of the
board of directors, management, owners, and others concerning the impor
tance of control and its emphasis in the entity Auditors of casinos should be
alert to the fact that management's competence with respect to the recent
expansions in the industry and innovative types of gaming should be
closely considered in their assessment of control risk.
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Accounting Developments
Accounting for Slot Clubs
Casinos have been engaging in a new promotional activity known as
"slot clubs." These are clubs where members are given "credit cards" by the
casinos for use in the slot machines. For every coin put in a slot machine, a
credit is put on the card. The card may then be used by the club member to
receive items such as money prizes, discounts, etc. Auditors should con
sider inquiring of a casino's management as to whether this or a sim ilar
type of arrangement exists. If so, auditors should consider whether appro
priate internal controls exist over the arrangement and that management is
appropriately accruing for and disclosing liabilities incurred.

Promotional Allowances
Most casinos offer promotional allowances to patrons to induce them to
visit and to gamble. Such allowances generally consist of complimentary or
discounted room s, food and beverages, entertainm ent, and parking.
Allowances of this nature become more common as competition in the
casino industry increases.
Generally accepted accounting principles require that the cost of promo
tional allowances be included in costs and expenses. The retail value of
promotional allowances may be disclosed either in the notes to the finan
cial statements or by including the amount in gross revenues and offsetting
the amount by a deduction on the face of the income statement.
Some casinos may be inclined to defer certain expenses related to pro
m otional allowances. There is no authoritative literature to support defer
ring such costs to future periods. The costs of promotional allowances
should be charged to expense in the period in which they are incurred.

Discounting Casino Reinvestment Development Authority Bonds
(New Jersey)
The Casino Reinvestment Development Authority (CRDA) in New Jer
sey requires casinos operating in Atlantic City to purchase CRDA bonds,
the proceeds of which are used to redevelop the Atlantic City area. The
interest rate on these bonds may be below the prevailing rate of interest. In
accounting for such bonds, casinos should consider Accounting Principles
Board Opinion No. 21, Interest on Receivables and Payables. The rate used for
valuation purposes should normally be at least equal to the rate at which
the casino can invest in sim ilar instrum ents from other sources at the date
of the transaction. The difference between the present value and the face
amount should be treated as a discount and am ortized as interest income
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over the life of the bond in such a way as to result in a constant rate of
interest when applied to the amount outstanding at the beginning of any
given period. Auditors should consider whether rates used to discount
casinos' CRDA bond holdings are appropriate. Use of stated rates rather
than market rates could result in a misstatement of interest income, dis
count amount, and bond-carrying value.

Troubled-Debt Restructurings
Casinos in financial difficulty may face pressure to restructure some or
all of their debt. Financial Accounting Standards Board (FASB) Statement of
Financial Accounting Standards No. 15, Accounting by Debtors and Creditors
for Troubled Debt Restructurings, as amended and interpreted, presents the
standards o f financial accounting and reporting by debtors (and creditors)
for a troubled-debt restructuring. Debt restructuring may take the form of
either a transfer of assets (or equity interest) from a debtor to a creditor in
fu ll settlement of a debt or a m odification of terms. W hen casinos engage in
either of these two typ es of restructu rings, auditors should consider
whether the financial statements properly reflect the results of the restruc
turing and include appropriate disclosures.

Concentrations of Credit Risk
The provisions of FASB Statement of Accounting Standards No. 105,
Disclosure o f Information about Financial Instruments with Off-Balance-Sheet
Risk and Financial Instruments with Concentrations o f Credit Risk, extend to the
potential loss of cash funds in excess of $100,000 (the Federal Deposit
Insurance Corporation [FDIC] insurance coverage). If a casino exceeds this
limit, the contingency may need to be disclosed in the footnotes to the
financial statements. FASB Statement No. 105 may also require the disclo
sure of other items, such as the amounts of contractual obligations; other
significant concentrations of credit risk, such as large receivables from one
customer or concentrations of business in certain geographic regions; and
descriptions of customer financing arrangements.

Income Taxes
In February 1992, the FASB issued Financial Accounting Standards State
ment No. 109, Accounting for Income Taxes. The Statement establishes finan
cial accounting and reporting standards for the effects of income taxes that
result from an enterprise's activities during the current and preceding
years. It requires an asset and liability approach for financial accounting
and reporting for income taxes. The Statement supersedes FASB Statement
No. 96, Accounting fo r Incom e Taxes, and am ends or supersedes other
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accounting pronouncements (see appendix D of FASB Statement No. 109).
The Statement is effective for fiscal years beginning after December 15,
1992, with earlier application encouraged.
Casinos should be cautious about recording deferred tax assets. Auditors
of casinos should be fam iliar with the criteria for recognition of a deferred
tax asset, as well as with the guidance for establishing an appropriate
valuation allowance.

Unreported Employee Tips
There have been recent investigations by the Internal Revenue Service
relating to unreported tips by employees. These investigations may result
in additional FICA taxes for employing casinos, plus potential interest and
penalties, for some entities. Management should evaluate their individual
situation and, if necessary make an accrual for any probable and reasonably
estimatable contingency in accordance with FASB Statement No. 5, Account
ing for Contingencies.

*

*

*

*

This Audit Risk Alert supersedes Casino Industry Developments—1991.
*

*

*

*

Auditors should also be aware of the economic, regulatory and profes
sional developments that may affect the audits they perform, as described
in Audit Risk Alert—1992, which was printed in the November 1992 issue of
the CPA Letter.
Copies of AICPA publications may be obtained by calling the AICPA
Order Department at (800) 862-4272. Copies of FASB publications may be
obtained directly from the FASB by calling the FASB Order Department at
(203) 847-0700, ext. 10.
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